
Fund or Managed Account?
Before Launching A Hedge Fund

Managers Must Consider A Managed Account
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One of 
the first decisions a 

prospective money manager 
should make is whether it would be 
better, given their particular circumstances, to 
form a fund or trade individually managed accounts. 
The outcome of this single decision will result in markedly 
different outcomes from a legal, accounting, tax, business, 
cost and revenue perspective.  

This white paper will provide a brief 
synopsis of the structural differences 
between a fund versus individually man-
aged accounts.  It will also discuss the 
comparative pros and cons with respect 
to each structure.  The following discus-
sion is not intended to be all-inclusive 
and does not constitute legal advice.   
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For managed accounts, the money manager trades the 
accounts of separate investors and does not pool their in-
vestments together.  In each case, the investor is required 

to establish a trading account with a third party 
brokerage firm, and the money manager is granted 
discretion to trade the account only.  The money man-
ager cannot withdraw any funds from the account to 
cover its management fees or incentive fees.  Rather, 

a third party trading agreement is entered into with the 
brokerage firm to authorize the money manager to be able 
to trade the account and to receive payments accordingly.  
The money manager may choose to trade many managed 
accounts pursuant to the same general trading program, 
or choose to trade the managed accounts differently from 
one another.

A fund seeks to combine the investments of more than 
one investor to trade pursuant to a particular trad-
ing strategy.  A fund is often structured as a limited 
partnership, wherein investors become limited 
partners in the fund.  The money manager, often 
times the general partner of the fund, receives a 
management fee and incentive fee in return for 
the management of fund assets.  The general 
partner is often set up as a separate management 
company, whose purpose is to advise the fund on its 
trading decisions.

or

Structural Considerations
Whether a money manager’s chosen trading strategy will be in securities, futures, forex or in other alternative 
trading products, a prospective money manager will first need to decide whether it wants to use a fund or man-
aged accounts to trade the assets of others.  The first task therefore is to become acquainted with the structure 
of both funds and managed accounts, as described briefly below:

Fund Managed Account
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Legal Considerations
There are numerous legal considerations applicable when deciding whether to trade a fund or man-
aged accounts.  As a result, only a few of the key legal considerations are being provided below:

In general, a money manager seeking to raise money 
to trade securities for a fund will be required to regis-
ter either with the state where its business is to 
be conducted or with the U.S. Securities and Ex-
change Commission (SEC), depending primarily on 
the money manager’s assets under management 
(AUM).  In general, a money manager seeking to 
raise money to trade futures or forex for a fund will 
be required to register as a commodity pool operator 
(CPO) with the Commodity Futures Trading Commis-
sion (CFTC) and to become a member of the National 
Futures Association (NFA).

In general, a money manager seeking to trade 
securities for managed accounts will be required to 

register either with the state where its business 
is to be conducted or with the SEC, depending 
primarily on the money manager’s AUM.  In gen-
eral, a money manager seeking to trade futures 
or forex for managed accounts will be required to 

register as a commodity trading advisor (CTA) with 
the CFTC and to become a member of NFA.

Registration
Depending on whether the money manager intends to trade securities, futures, forex or other alternative 
trading products, there are many registration related considerations that should factor into the money 
manager’s analysis.  A brief synopsis of general registration guidelines is provided below:  

Fund Managed Account
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A fund generally seeks to raise its investment funds by 
use of a private placement under Regulation D (“Reg 
D”).  A Reg D offering requires that the fund offer own-
ership interests in the fund to not more than 35 unac-
credited investors, wherein all other investors must 
meet the accredited investor standard.  In essence, 
only very high net worth individuals and companies 
can satisfy the accredited investor test.  As a result, 
it may be difficult to locate and attract accredited 
investors to invest in a particular fund.  Moreover, if a 
fund wishes to use the new Reg D provision allowing 
for general solicitations, all of its investors must be 
accredited investors. Under the new Reg D provision, a 
money manager would be able to use the Internet and 
other news media outlets to solicit accredited investors 
for the fund.

For managed accounts, the money manager is not 
restricted to only, or mostly, accredited investors.  
Rather, the money manager can trade accounts for 

investors of any net worth.  There is also no 
private placement restriction in terms of the 
types of solicitation that can be used to attract 
managed account investors.  As a result, it would 
likely be far easier to find investors under the 

managed account scenario.  (A greater investment 
might be required from each investor, however, since 
the money manager is not able to pool investors’ 
money together in order to pursue a particular trad-
ing strategy.)

Accredited Investors

Transparency & Control

A fund is generally less transparent than a managed 
account, as highlighted by the illegal conduct of 
Bernard Madoff.  Investors to a fund must rely on the 
money manager to make all decisions relating to 
the trading of the fund’s assets.  Investors must 
also wait for the money manager to periodically 
report on performance.  Investors are not entitled 
to make any investment decisions concerning the 
fund, nor are they entitled to receive any additional 
information concerning the performance and trading 
of the fund beyond what is provided for in the fund’s 
subscription and disclosure materials.  Investors are 
also generally restricted in terms of how and when 
they can withdraw their money from the fund.

For managed accounts, the investor can maintain 
full control of the trading account if they so choose.  

The investor can make trading decisions for the 
account, liquidate portions of the account, and 
fire the money manager at their own discretion.  
The investor can also maintain full transparency 
of the account’s performance and trading since 

the investor can view their account’s trading records 
in real time by accessing the brokerage firm’s account 
records.

Fund Managed Account

Fund Managed Account

or

or
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For a managed account, particularly in the case of 
futures, forex and naked options, the losses 
incurred by an individual investor can potentially 
exceed the amount initially invested if the account 
falls into a debit balance.  A managed account 
may also be subject to margin calls, which must 

be satisfied by the investor to the account oftentimes 
within a very short amount of time.  If a margin call is 
not satisfied within a time deemed appropriate by the 
brokerage firm, open positions in an account might be 
liquidated resulting in a loss for the investor.

Loss Limitations

When an investment is made in a fund, the losses 
that can be incurred by an individual investor are 
generally limited to the amount invested.  This 
is because the loss is generally limited to the 
amount contained in the investor’s capital ac-
count, as a limited partner of the fund.

Fund Managed Account

or
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A client maintains a direct, portable ownership inter-
est in the position(s) and with that, greater transpar-
ency, greater liquidity, and they do not have to wait 
on a K-1 tax form from the partnership. It is a benefit 
to the PM of a fund to know what he is going to be 

trading each day because of restrictions on client 
redemptions. In an SMA the client may retain the 
ability to vote and make corporate action deci-
sions whereas in a fund, the PM will exercise 
these rights. If a client is not accredited or oth-

erwise qualified or eligible to invest in a fund, they 
must invest via an SMA (or not at all). A client IRA 
may be managed as an SMA with minimal expenses. 
By employing the use of a trust company (for a cost), 
an IRA may participate in a fund that shorts and uses 
leverage (prohibited actions directly in an IRA). The 
PM may invest his own funds in either structure.

Prime Brokerage
A decision must be made by an emerging portfolio manager as to whether he is going to run a hedge fund 
(pooled investment vehicle) or separately managed accounts (SMAs). In either situation, the PM is going to cre-
ate the advisor entity (LLC, Inc., etc.) which may need to be registered as a Registered Investment Adviser (RIA) 
and/or a Commodity Trading Advisor (CTA). If trading futures or spot currencies, the advisor to the fund may also 
have to register as a Commodity Pool Operator (CPO). With a fund, the advisory firm is usually the advisor to and 
the general partner of the fund(s). All of these entities are usually created by attorneys as is the required offering 
memorandum for a fund. There is obviously a cost (financial and time) associated with these as well as for a 
third-party administrator (small funds may be able to self-administer, but this does not instill confidence in your 
clients) and an independent auditor. 

The prime broker will usually offer some variety of 
capital introduction to aid in soliciting investment. 
Also, with a fund comes the ease of managing one 
account and not enduring the burden of opening new 
accounts. Some custodians do offer the technology 
to execute one block-trade and allocate across 
all client accounts, even for options, making 
the process as comfortable as trading a single 
account. This does become an issue with smaller 
accounts when rounding becomes more pro-
nounced (an SMA can not hold a fraction of a con-
tract or share), whereas in a pool, a client can have 
a fractional interest (proportional to net investment) 
in a position. Some (smaller) SMAs may not be 
permitted to establish a give-up/take-in arraignment 
individually, but a fund may be allowed if the assets 
where pooled into a single, larger account.
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Advisors that utilize the fund structure can take 
advantage of tax benefits associated with how the 
incentive fee is characterized. For the advisor that man-
ages separate accounts, any income that they receive 
is treated as ordinary fee income.  While incentive 
allocations in a typical fund structure often times are 
allocated as a share of portfolio income.  For managers 
that generate long-term gains, and qualified dividends, 
this could mean a substantial difference in their after-
tax income. 

The investor has a completely different perspective. 
Before we discuss this, it might be helpful to point out 
that the tax implications related to mutual funds are 
different than those commonly associated with invest-
ing in the majority of investment partnerships. Mutual 
fund investors are subject to allocations of gains and 
losses annually, and can be impacted by transactions 
that occurred prior to their investment (ie unearned 
capital gain distributions).  The investors in these funds 
also may lose some of the tax benefits associated with 
the different types of income or loss that is generated 
by the investments. 

Tax Implications
When selecting whether to use a fund structure or separately managed account the tax implications need to be 
viewed from two different perspectives: (1) the impact on the advisor, and (2) the impact on the investor.

Since the majority of hedge funds are structured as LPs 
and LLCs, and all income and losses are passed through 
on K-1's, most tax benefits as well as income and gains 
are directly distributed. This limits the possibility of 
unearned capital gains being Distributed, as well as en-
suring that favorable tax benefits are able to be utilized 
by the investor.  It is a benefit to the PM of a fund to 
know what he is going to be trading each day because 
of restrictions on client redemptions 

While the tax benefits of hedge funds are preferable 
to that of mutual funds for investors, the benefits of 
privately managed accounts are even better.  The fact 
that all the assets are owned directly by the investor 
ensures that the investor will only pay tax on income 
that they have received.  Additionally, investors can re-
quest that securities are sold at specific times to ensure 
that losses are able to be utilized. 

Some custodians do offer the technology to execute 
one block-trade and allocate across all client accounts, 
even for options, making the process as comfortable as 
trading a single account.
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An independent qualified custodian can be a valuable and, sometimes, necessary service provider to portfolio 
managers no matter which option – fund or managed account – is chosen. However, the role of the independent 
qualified custodian differs according to the direction the portfolio manager chooses.

As a fund manager, one of the most crucial steps in 
the process is attracting qualified investors. That is 
obvious. But what is not so obvious to many portfolio 
managers is that funds residing inside an individual’s 
retirement account are eligible to be invested in a 
fund. Of course, the investor must be accredited, 
but self-directing an IRA to invest in a fund is a 
rather simple process which opens up opportuni-
ties for the fund manager. An independent quali-
fied custodian is needed to set up a new IRA for 
the investor, direct money into the fund and provide 
custody of the asset for the duration of the invest-
ment. On a final note, it’s important for hedge fund 
managers to be familiar with the so called “25% 
Limit.” According to ERISA law, hedge funds cannot 
derive more than 25% of funds from qualified plans. 
Fund managers should consult an attorney to ensure 
compliance with this rule.

In this situation, a custodian’s role becomes much 
broader as it not only can provide custody of the 
IRA, but the custodian can also provide reporting 
options which can benefit both the manager and his 
or her clients. First and foremost a custodian can 

consolidate all investment data from each client 
and provide account values to both the manager 
and client on one statement. Managers and 
clients may also obtain real-time account values 
by going to the custodian’s online platform. A 

custodian’s role has increased in recent years due to 
the passage of Dodd-Frank, which requires qualifying 
advisors to comply with new regulations. Primarily, 
investment advisors are subject to expensive sur-
prise audits by PCAOB auditors unless they employ a 
qualified independent custodian.
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Fund Marketing 101 is a collection of service providers formed in the summer 
of 2013 to promote practical considerations for marketinig an alternative 
investment fund in the evolving legal and regulatory environment. Firms 
participating in the initiative are listed below:
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